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PURPCSE. To amend the " Accounting Manual for Federal Credit Union$ to
provi de accounting gui dance relative to | owincone designated credit

uni ons that establish secondary capital accounts as permtted by an
InterimFi nal Rule for the NCUA Rul es and Regul ati ons, 8§701. 34.

BACKGROUND. The NCUA Board approved an InterimFinal Rule at the January
25, 1996 Board Meeting which authorized those federally insured credit
uni ons designated as | owinconme to establish secondary capital accounts.
The increased capital is intended to enable those credit unions to
support greater lending and i nprove other financial services for the
[imted i ncome groups and comunities they serve. Certain restrictions
are placed on these accounts, forenost anong themis that the accounts
may be offered only to organi zational investors not to natural person
menbers or other natural person investors. Qther key restrictions are:

The accounts are not insured by the NCUSIF or any ot her government
entity, and may not be offered as share accounts. They w |l take
the form of subordi nated debt.

The funds in the accounts nust be avail able to cover |osses, after
reserves and undi vi ded earnings, but prior to Iiquidation

The accounts nust have a minimummaturity of 5 years.

The accounts nmay not be used as security on other obligations of
t he account hol der

The accounts will not "carry over" as secondary capital in the
event of merger into a credit union that is not |owincome
desi gnat ed.

The InterimFi nal Rule establishes a declining scale for the capita

val ue of accounts with less than 5 years remaining maturity. Al funds,
however, will continue to be at risk to cover |osses that exceed
reserves and undi vi ded earnings. Accounts with remaining maturities of
at |east:

4 years, but less than 5 years are counted as capital at 80
percent of face val ue;

3 years, but less than 4 years are counted as capital at 60
percent of face val ue;

2 years, but less than 3 years are counted as capital at 40
percent of face val ue;

1 year, but less than 2 years are counted as capital at 20 percent
of face val ue; and

| ess than one year remaining maturity will be counted as capita
at 0 percent of face val ue.

A di scl osure and acknow edgment nust be provided and executed by an
aut hori zed representative of the account hol der. This disclosure is set
forth in Appendix A of the InterimFi nal Rule.
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State-chartered, federally insured credit unions may establish these
accounts in accordance with the terns and conditions authorized for
federal credit unions and to the extent they are not inconsistent with
applicable state | aw, regul ation, and accounting requiremnents.

POLI CY. A regul atory accounting position (RAP) has been taken in the
InterimFi nal Rule to establish these accounts and to recogni ze them as
secondary capital. These accounts are subordi nated debt and the account
hol der does not have voting or ownership rights. Cedit unions should
record the amount of secondary capital in the equity section of the

bal ance sheet, although any secondary capital that has a remnaining
maturity of less than 5 years will be split into capital and liability
conponents based on the sliding scale in the InterimFinal Rule. To be
consistent with generally accepted accounting principles (GAAP), the
credit union's outside auditor may recogni ze accounts established as
secondary capital as subordinated debt, and for financial statemnent
presentation purposes, may reflect the entire bal ance in these accounts
inthe liability section of the bal ance sheet.

The credit union should record the secondary capital and use the new
accounts as set forth in the foll ow ng exanpl es.

EXAMPLE #1: A lowincone designated credit union accepted a secondary
capi tal account of $100,000 with a 6 year maturity froma non-natura
person investor. The account shoul d be recorded:

Debit Oedit

Cash (Acct. No. 731) $100, 000

*Uni nsured Secondary Capital (Acct. No. 925) $100, 000
*New account

EXAMPLE #2: Wen the remaining naturity of the above account is between
4 and 5 years the followi ng adjusting entry should be recorded to
reflect only 80 percent of the account as secondary capital

Debit Oedit

*Uni nsured Secondary Capital (Acct. No. 925) $20, 000
*Subor di nat ed CDCU Debt (Acct. No. 867) $20, 000

*New account

ADDI TI ONAL | NFORVATION . In the event that a | owincone credit union has
depleted its reserves and undivi ded earnings and incurs an operating
loss, the loss will be distributed pro rata anmong the current secondary
capital account hol ders. For exanple, a credit union has 5 secondary
capital investors, each depositing $100,000 for total secondary capita
of $500,000. The credit union incurs an operating |oss of $120,000; each
account will be debited for $24,000. The remai ni ng bal ance in each
account will be $76,000, with a total renaining secondary capital of
$380, 000. A credit union that has funds split between account nunbers
925 (Uni nsured Secondary Capital) and 867 (Subordi nated CDCU Debt)
shoul d first absorb any pro rata | oss fromaccount 867 (Subordi nated
CDCU Debt), with any remaining | oss carried over to account nunber 925
(Uni nsured Secondary Capital).

If a secondary capital account hol der w shes to withdraw the investnent
at maturity, the credit union nmust determne | osses as of the previous
month end and all ocate the | oss, again on a pro rata basis to al
account hol ders, prior to releasing the funds. Keep in mnd that al
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funds will continue to be at risk to cover | osses that exceed reserves
and undi vi ded earnings regardl ess of their capital values based on their
final maturities.

The InterimFinal Rule requires that the credit union adopt a witten
plan for use of the funds in the accounts and subsequent |iquidity needs
to neet repaynent requirenents upon maturity. The credit union shoul d
consi der reasonabl eness and with risk assessnent in mnd.

The secondary capital accounts may not be established as share accounts
and, therefore, will be considered a formof subordinated debt, in
effect a borrowing. In nost cases of borrowed funds, the stated interest
rate is guaranteed contrary to dividends on share deposits for credit
uni ons which are limted to the anount of funds avail abl e from ear ni ngs,
both current and accumul ated. The credit union should consider its
ability to meet the interest payment obligation in light of its current
and accumul ated earnings. Interest payable on these accounts nmust be
accrued at least nonthly. The credit union shoul d consider the effect on
regul ar nenbers' dividends when setting the interest rate or index for

t hese accounts.

BORRON NG LI M TATION . Section 107(9) of the Federal Oredit Union Act
[imts a credit union's borrowing to 50 percent of its paid-in and

uni npai red capital and surplus. The amount held in secondary capital
accounts held by | owincone credit unions is to be included in tota
borrowi ngs for purposes of this limtation. Secondary capital accounts,
pl us any other borrowi ngs by the | owincone credit union will not exceed
the 50 percent limt.

COVWUNI TY DEVELCPMENT REVOLVI NG LOAN PROGRAM . Part 705 of the NCUA Rul es
and Regul ations addresses the Community Devel opnment Revol vi ng Loan
Programfor Credit Unions. A credit union participating in the program

may receive up to $300,000 in the formof a loan. A matching requirenent
encourages credit unions to devel op a pernmanent source of menber shares
wi thin one year of |oan approval

Accounts established as secondary capital by | owinconme designated

credit unions may not be used as a source of matching funds for this
program First, secondary capital is not a nmenber share and second, the
regul ation requires that the credit union naintain the increase in the
total amount of share deposits for the duration of the |l oan fromthe
program The preanble to the InterimFinal Rule clearly states that

t hese accounts "may not be offered as share accounts.”

PUBLI C UN'T AND NONMEMBER ACCOUNTS . The preanble to the InterimFi na
Rul e states that since secondary capital accounts are not share
accounts, they are not subject to Section 701.32 limtations.

5300 GU DANCE. The June 1996 5300 Call Report and Instructions will be
changed to accomodat e new account nunbers for recording and capturing
secondary capital data.

If a lowincome designated credit union over $50 mllion in assets

est abl i shes secondary capital accounts prior to March 31, 1996, it
shoul d report the amount in "Qther Reserves" (Acct. Code 658). If any
portion is not considered secondary capital due to maturities |ess than
5 years, it should be reported under "Qther Notes and Interest Payable "
(Acct. Code 656C) on the Borrowi ng Schedul e. The credit union should
report using the new accounts for the June 1996 report. New accounts set
up for secondary capital accounts are not to be used for any other
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pur pose. These accounts should be | eft blank unl ess secondary capital
accounts are established.

EFFECTI VE DATE. This Bulletin is effective imrediately and will remain
in effect until incorporated into the Accounting Manual for Federal
Credit Unions.

Karl T. Hoyle
Executive D rector
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